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MORTGAGE INTEREST RATES WILL PROBABLY 
BE HIGHER IN SIX MONTHS 


ART of our savings, either in commercial or savings banks, life insurance 
P companies, or savings and loan associations, will help pay for someone’s 

house through a loan secured by a mortgage. On the basis of past expe- 
rience many of these companies can predict fairly accurately the net cash flow 
into their company and they can also estimate the payments that they will have 
to make. Thus, they know well in advance what funds will be available for in- 
vestment. Their main problem is the allocation of the funds between different 
investments without knowing the future of each market: the Government bond 
market, the corporate bond and stock market, and the mortgage market. 


From the end of World War II to the Federal Reserve-Treasury Accord of 
March 1951 allocation of money among different investments was not fraught with 
as much uncertainty as it is now. During that period the Federal Reserve Sys- 
tem was supporting the price of Government bonds in order to keep up their 
price and to keep down the interest rates that the Government would have to 
pay. During this period yields on corporate bonds were averaging 2.5 to 3 
percent; Government bonds were yielding 2 to 2.5 percent; and mortgages, 
including VA-guaranteed and FHA-insured instruments, were averaging 4 to 
4.75 percent. Mortgages were the most attractive investment. Therefore, in- 
surance companies and commercial banks, lenders with a wide range of in- 
vestment possibilities, increased their mortgage lending. * 


Since the Federal Reserve-Treasury Accord of March 1951, the invest- 
ment yielding the highest net has been uncertain. [If the Federal Reserve Sys- 
tem tries to restrain inflation during periods of expansion when many projects 
are seeking funds and resources are fully employed, interest rates on corpor- 
ate and Government bonds often rise above the yield on mortgages. The gross 
return may be less on Government and corporate bonds at this time, but since 
more servicing is incurred in a mortgage investment, the net on corporate and 
Government bonds may still be higher than on mortgage investments. Although 
conventional mortgage loan yields tend to fluctuate sluggishly with all interest 
rates, VA-guaranteed and FHA-insured mortgage loan contract interest rates 
have been fixed by the Government. Discounts often bring the actual interest 


*Saul B. Klaman, The Postwar Residential Mortgage Market. A study by the 
National Bureau of Economic Research. Princeton: Princeton University 
Press, 1961. This is a good detailed source for the changing market of 1946- 


1956. Some of the facts of that period in this bulletin have been drawn from it. 
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rate on Government-guaranteed or -insured mortgages near the market rate. ] 
The actual rate on such loans may not equal the market rate on conventional | 
mortgages because they are less risky, and because institutional investors | 
often defer purchase of these mortgages until they sell at par. Apparently, | 
there is some fear that there is something not exactly right about the discount- | 
ing. The companies, as public trustees, do not want to risk public censure. 
Thus, during periods of tight money insurance companies have shifted their 
purchases from mortgages to bonds that have net yields higher than FHA- 
insured mortgages at their contract rate of interest. These companies are, 
however, allocating their funds up to one or two years in advance. It could 
easily happen that they would find that they were either overinvested or under- 
invested in mortgages one year after they had decided to act. 


In the postwar market the rise of the mortgage company to facilitate insur- 
ance cOmpany mortgage lending has necessitated the use of the forward com- 
mitment. The insurance company promises to purchase an amount of mort- 
gages of an acceptable quality in order that the mortgage company can obtain 
the necessary short-term financing from a commercial bank to originate the 
loans and dispense the funds. There is a lag, therefore, in time between the 
allocation of the insurance company’s funds to the mortgage market and the 
time an actual commitment is made. Then, there is a lag of six to twelve 
months until the mortgage is acquired by the insurance company or other per- 
manent lender. For new commercial loans the lag is longer, and for loans on 
existing property the lag in time from commitment to acquisition is shorter. 
Nevertheless, there is a great deal of uncertainty about when the actual acqui- 
sition of the mortgage will take place. 





a 


It is also uncertain whether a commitment, once made, will actually be- 
come an outstanding loan of the lender. The proportion of forward commit- 
ments unfulfilled has varied, for one company, from 2/5 to 1/10 of total com- 
mitments. Several factors are responsible for this attrition of commitments. 
In the first place, construction may be deferred for one reason or another. 
Secondly, the loans may be reduced in size. Finally, changing market condi- 
tions may make it possible for the borrower to obtain funds more cheaply 
elsewhere. If interest rates are cheaper on new commitments than on out- 
standing ones, some borrowers will get more favorable financing elsewhere. If, 
on the other hand, outstanding commitments are for lower interest rates than 
new commitments, a greater proportion of borrowers will follow through with 
their commitment. The lender wishes that he had a more flexible policy during 
times like these. 


If the money market should tighten suddenly, there would be less attrition 
in commitments, and companies might find that a greater than expected fulfill- | 
ment of forward commitments might use up all of their anticipated funds. Fur- | t 
thermore, no additional company funds would be forthcoming for mortgage in- | 
vestments, since interest rates on other investments would have increased. 
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Uncertainty, however, may also be responsible for greater fluctuations in 7 


the rate of mortgage activity in the market. Let us see how this could happen. 
Suppose that a lender expects that his cash receipts will be $100, 000 during 
the next year, and that mortgage interest rates have yielded higher net returns 
than other investments during the past six months. Nothing on the horizon sug- 
gests that the market conditions will change substantially. He, therefore, in- 
vests all that he legally can in mortgage loans. If he could, taking account of 
his need for ready cash, he would invest the whole $100, 000 in mortgage loans. 
He first allocates the funds for this purpose, perhaps in January. Then he 
talks with mortgage correspondents and mortgage companies with whom he 
deals, and he makes commitments to lend $100,000. It takes the full year for 
these funds to be disbursed. If the market should tighten up, more commit- 
ments than expected would have to be fulfilled. If commitments were made 
amounting to more than the $100, 000 in expectation of some attrition in commit- 
ments, the company would have to seek warehouse financing to meet its obli- 
gations. No new commitments would be made. Commitments would tend to be 
bunched in periods when mortgage yields are higher than yields on other in- 
vestments. This would cause some bunching in mortgage loans recorded. 


To each lender, then, it is important to find ways to get around the uncer- 
tainty of the future of the market, particularly those lenders using forward 
commitments. Studying the current events and facts, we can infer what will 
happen to interest rates and the availability of funds. This inference, however, 
is not an exact prediction like that of the movement of planets. We can say 
that if other things remain unchanged, interest rates can be expected, for ex- 
ample, torise. It is likely that they will rise, but interest rates could go down 
because of unexpected changes in the infinite range of possibilities. 


Currently, the contract interest rate on FHA-insured mortgages has been 
fixed by the Federal Housing Administration at 5-1/4 percent. The interest 
rate on conventional new home purchase mortgages is about 6.05 percent, ac- 
cording to a sample of 191 savings and loan associations. Since the average 
interest rate on conventional mortgages is higher at this time, the FHA-insured 
mortgages have been discounted in the secondary market. The latest reports 
from FHA indicate that insured 25-year new home mortgages were purchased 
in the secondary market for $96.40 per $100 of face value. 


Rather than give an encyclopedic rundown of current statistics on the 
economy, we are here going to concentrate on two situations: the Government 
budget and the international balance of payments. Other data may be obtained 
from other bulletins in the Real Estate Analyst reports. 





According to the latest budget estimates, the Federal Government will go 
into the red $6.9 billion during the fiscal year ending June 30, 1962. With the 
increased outlays for defense it will probably be more. [If this should occur 
while men and other resources are unemployed, it would increase the real prod- 
uct of the nation, and probably not cause increased prices. The economy, how- 
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ever, during the third quarter of this year, the first of the fiscal year in which 
the deficit will be incurred, has shown remarkable recovery. If this deficit is 
incurred when resources, men and material, are fully employed, it will cause 
an increase in the supply of money and an increase in the price level. In this 
case, one suspects that the Federal Reserve would step into the picture and 
raise interest rates by selling bonds in the open market. This would lower the 
quantity of money and prevent further increases in prices. Thus, one expects 
that the effect of the Government deficit incurred during the current fiscal year 
will be to raise interest rates. Before pursuing the influence that this will have 
on the mortgage market, we should consider the consequences of the dogged 
problem of the balance of payments. 


Although the United States has been able to export more goods and services 
than it has imported, the country has had a deficit with the rest of the world 
because of the failure of this export surplus to pay for the outlays for foreign 
aid and other capital expenditures abroad. As the economy has improved, this 
deficit has increased. The third quarter seasonally adjusted annual rate of 
deficit increased to $3 billion. The immediate and direct solution to this prob- 
lem would also be an increase in the interest rate in order to narrow the dif- 
ference between interest rates here and abroad. This would tend to reduce the 
net outflow of capital not controlled by the Government until once again the ex- 
port surplus balanced the net capital outflow. Thus, this situation also implies 
that rates of interest in general will probably rise in the next twelve months. 


These are the probable effects based on expectation of the Government’s 
behavior, which in turn is based on the Government’s past reactions to economic 
problems. There is, however, a new administration that may react differently. 
Policy statements have indicated a reluctance to increase interest rates. Nev- 
ertheless, unless new programs are instituted, such as strengthening indus- 
trial competition, one expects that inflation will result, even though there be a 
large amount of unemployment. Unemployment in the last few years appears to 
be due to price and wage rigidity and geographic immobility of labor rather than 
to monetary policies of the Federal Government. The discipline of the balance 
of payments and rising prices will probably force the Federal Reserve, sup- 
posedly independent of the administration, to bid up interest rates. 


This will, with a lag of several months, cause interest rates on mortgage 
loans to rise. Therefore, commitments made now will be contracted at inter- 
est rates lower than rates on commitments contracted six months from now. 
During the year those using the forward commitment technique will find more 
of their commitments being fulfilled than they would otherwise expect. Mort- 
gage companies which originate loans without forward or standby commitments 
will probably find it hard to sell them and to finance their inventory later in 
the year. As the year progresses, the administration will probably have to in- 
crease the maximum rate of interest of 5-1/4 percent on FHA-insured loans. 
All lenders will find that the Federal Reserve’s attempt to prevent inflation 
and solve the international payments problem will reduce the amount of funds 
available to the mortgage market. 











